
APPENDIX B . METHODS AND ASSUMPTIONS

Below is a d.scription of the k.y m.thods and assumptions us.d for the d.rivation

of the Demographic Adjustm.nt as w.ll as the basic BLI calculations. The m.thods

and assumptions utilized in developing the oth.r Adjustm.nts are sufficiently

documented in S.ction III.

Demographic Ad1ustment

The thr.. adjustm.nts making up the O• .alraphic Adju.c.ent w.r. d.v.lop.d by

calculating and comparing SFAS 106 costs for Sallple populations incorporating the

GNP and TELCO demographic charact.ristics bas.d on the al' and s.rvic.

distribution of GNP and TELCO .mploy••s r.sp.ctiv.ly. Th. calculations utiliz.d

pre- and po.t-65 p.r capita claim amounts that b.ar the .... r.lationships to

each other as do the pr.- and post-65 BLls for GNP and TELCO. All assu.ptl~

other than withdrawal. and r.tir•.,nt a•• (alr.ady discu.••d) w.r. as follow.:

discount rat. 8.13t

trend rat. 10.08t in 1991 d.cr.asing gradually to 5.56t for the y.ar

2006 and lat.r

retirem.nt eligibility 55

amortization p.riod for transition oblilation - 20 y.ar.

percent marri.d 65t

Btl Calculations

The calculation of individual plan B.n.fit Lev.l Indicator. us.d the folloWing

data and m.thods.

A data bas. of annual claim &JIount distributions wa. us.d, bas.d on the

exp.ri.nc. of 39.436 retire.s who participate in .aploy.r sponsored po.c­

r.tir.ment m.dical prolr... administ.r.d by a larl' national insuranc. coapany.

For pre- and post-65 claimants, fr.qu.ncy w.ights, mon.tary w.ights, hospital/
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drug/other ratios and Medicare reimburse.ents by eype were developed. This data

base has 35 clai. ranse. with aVlrage claim amounts in each range from $15 to

$48,753.

The calculation. also used our data base of the po.t-retir••ent medical plan

provisions for 830 private sector employers. For both comprehensive and ba••

plus plans the following data items were available;

o

o

•

o

o

•

•

•

•

hospital room and board, either as days covered or a percentage

surgical covera.e

in-paeient phy.ician covera.e

out-patient phy.ician covera.e

diacno.tic covera.e

prescripeion drug covera.e, eieher percenea.e or flat dollar co-pay

major medical deductible.

major medical eo-pay percenta.e

out-of-pockee aax~

Medicare ineeeraeion ..thod (1. e .. carve -out .•upple.ene or coordination of

benefiu)

participant and dependene contribution race.

The.e provisions are availabl••eparately for pre- and pOlt-6S claimant•.
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A particul.r pl.n's grols BLI W., computed by determining hov much the pl.n would

reimburse .t e.ch cl.i. amount 1n the di.tribution data b.,.. Th. reimburs•••nt

amount w.s determined sep.r.tely for e.ch type of ch.rg.; e.g., hospit.l, drug.

etc. Medicare reimbursement w.s t.ken into account explicitly for each type of

charge based on the form of Medicare integration in the plan. Each reimburse••nt

was then divided by the corre.ponding claim to obtain a reimburse.ent ratio.

These ratio. were th.n we1&hted by the claim amount veilbtl in the distribution

to determine the gross BLI.

Per retir•• contribution r.t., w.re then comp.red to per r.tiree claim amount.,

and that ratio was ul.d a. an off•• t to the grol. ILI to det.rmine the final net

pre- and po.t-6S BLls for each company in the data b•••.

After av.rag. pr.- and po.t-65 ILl. had b.en d.t.rained for GNP .nd TELCO (.e.

Section III p.ge 11 for •• thociololY), pre- .nd po.t-6S veilhtina. w.re calcul.t.d

as the p.rcent.ges of tot.l SFAS 106 co.t ...ociated with pre- .nd po.t-6S

claims, d.termin.d using the .... methociololY •• for the Oe.clr.phic Adjustaent.

These were th.n .pplied to the pr.- and po.t-6S BLI. to dev.lop GNP ILl .nd TELCO

BLI.

By way of illustration, suppo.e • compreh.nsive pl.n pay. 80. aftar • $200

deductible, subject to .n out-of-pocket maximum of $1,500. After 65, Medicare

integration is 'Supple..nt'. Particip.nt. contribute $10 per month.

In the $4,000 - $5,000 cl.ta r.ng., for ex.-ple, we find the .v.r.ge cl.ta to be

$4,479. Since thi. 1•• co~rehansiva plan, wa derive tha pre-6S relmburl...nt

utilizing tha total cl.ta &8Ount, that i. (4,479 - 200) ti... 80', or $3,423.

The out-of-pocket max1Jlull hal not baan ..t. Therefor., tha pre-6S rei.bur....nt

ratio in tha charga range 11 0.7642. Th. ratio. for .11 rani.' .r. avar.led

using weight. givan by tha d1.tr1bution table to determine tha Iro•• pre-65 ILI.

The po.t-6S reimburse..nt recosnize. Madic.r. intelr.tion, in this ex~le tha

•• thod is Medic.r. Supple..nt. Ve d.teraina tha braakdown of ch.rl•• to ba

$1,776 for ho.pit.l, $567 for prescription drug., .nd $2,136 for .11 other

charg.s. Tot.l Medic.r. r.imbur....nt il $2,047 (calcul.ted explicitly frc.

-52-

-------------~--



Medicare provisioNl) and 11 i••diately tak.n out; in this case $1.177 frOID

hospital, $870 fro. och.r ••dical charg.s and nothing fro. drug charges. The

plan provisions are ch.n appli.d to the balanc. of $2,432. giving a plan

reilDburs.lllnt of $1,786 «2,432 . 200) ti... 80'). This produces a po.t-65

reimburs.m.nt ratio of 0.3987 for this claim rang•. As with the pre-65 ca•• the

ratios for all ranl's are th.n av.rag.d using w.ights given by the distribution

table to det.rmin. the gross post-65 !LI

The gro.. BLls are th.n adjusted to refl.ct participant contributions. Our

example h.re mi&ht produc. gro.. BLl. of 0.85 pre-6S and 0.32 po.t-65. Th.

participant contribution of $10 p.r month traNllat.. into a r.duction in the

gross !LIs of 0.03 pr.-65 and 0.04 po.t-65, givinl final BLls of 0.82 and 0.28

resp.ctiv.ly.
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Appendix Col

Appendix C

'art I: Derivation of the Hoclel

I. HOlaeholdl

All hOlaeholda are a••uaed to be identical ancl obtain utilley from money
and leisure as vell as each of the. produced looda. Each hOlaehold
solves the follovinl saximization problem

(Al) u* - sax
(Ci,K,Nl

subject to the constraint that

where

(A3) C. (Iioici('·l)/')'/('.l)

(A4) ,. (I1o!"i l .')1/(1-')

and CI is the cons~tion of produced lood i, Pi i. dbe n08inal price of
produced lood i, K 18 the aIIOunt of 80ney held at the end of dbe period,
N is dbe &IIOunt of labor suppUed, I 1& the toul n081aal value of
resource. available to dbe houaehold, C is the bundle of consu.ption
looda defined by the a&&relator function in (AJ), and P is a pr1ce inclax
defined in (A4). (Note that che price indax P in (M) 1& not the fixed·
veilht GNP price indax. The solution of the 80dal produces price. for
each of the m looda which can then be co.tlinecl to calculate the
appropriate fixecl-vei&bt GNP price inclax.) The par...ter. of the
utility function are ~, which equals the share of the houaehold'.
nominal expendieure on produced looda rather than on 80ney balance.; '.
which is the ela.ticity of sub.titution between the cons~tion of any
pair of looda; o~' i - 1, ... ,a, which indicate the vel&bt of each lood
in the houaehold • utility function; ", which 18 the eluticiey of labor
supply; and _ which characterizes the delree of di.utility of labor.

The utility function in equation (Al) is additively separable between
(Ci ,K) and N. This separability allows ua to solve the houaehold's
saxiaization prohl.. in two stale.. First, we vill aaximize utility
vith re.pect to Ct aDd K, and then ve vill choo.e dbe utility·aaxiaizlna
level of labor supply N. Choo.ina Ci and K to ux1aize the udlity
function in (Al) subject to the constraint in (A2') yblda the followina
first-order conditions:

(A5) °lCi·l/'~C~·l+l/'(K/P)l-~ - ~Pi

(A6) (l-~)CT(K/P)-~/P - ~

where ~ is the Laaranle multiplier on the constratnt (A2).
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Appendix C-2

Combininl the firlt-order conditions (A5) and (A6) yielda

(A7) QiCi-1/'TC(1-')/'H - (l-T)P i

Multiplyinl both side. of (A7) by C1 and then .~inl over all 1 yields

(AS) t 1 P1C1 - (T/(l-T» M

Substitutinl (AS) into (Al) yields

(A9) M - (l-T)!

Sub.titutinl (A9) into (A7), s~inl over all i. and uainl the
definition of the price index in (A4) yielda

(AIO) PC - TI

Sub.titutinl (A9) into (A7) and then uainl (AIO) yielda the desand for
lood i

(All) Ci - Ql'(Pi /P)-'TI/P

Sub.titutinl (A9) into (All) yielda

(Al2) Ci - Qi'(P1/P)-'(T/(1-T»K/P

Havinl .olved for the optiJlal values of Ci and K. ve nov solve for the
opt1Jlal value of labor .upply N. Flrst.lub.titute the opt1ul value.
of C

1
(eq. All) and K (eq. A9) into the utility function in (Al) to

obta n

(A13) u* - aax (TT(l-T)l-T(I/P) _ (_N~l)l/~)
N

.ubject to I - vN + rK* + M + W, where w i. the (pre.ent value of) po.t­
retire..nt health benefit. to be received by the houaehold.

The fir.t-order condition for labor .upply N 1.

(A14) TT(l-T)l-T(v/P) - «~+l)/~)(_N)l/~

which can be solved to obtain N* the opti..l &8Ount of labor supplied

(AlS) N* - w(v/P)~

where w • [TT(l-T)l-T~/(~+l)J~_-l
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Appandix C-3

II .. F1ru

Each of tha a goodl i. producad by compatitiva firu with Cobb-Douglas
production functio~. Tha total production of good i, Yi . i. given by
the production function

i - 1. ... ,11

The firaa are a••uaad to be competitive and thua taka the nOllinal price
of thair output, Pi' tha nominal rental price of capital, r. and the
no.inal price of labor, Div, a. fixed. Nota that tha no.inal price of
labor co~1.t. of cwo part.: w reflect. the noaina1 va.a raee excluding
the co.t of po.t-retir...nt health benefit. covered by FAS 106. The
factor Di reflect. the t.pact on the co.t per unit of labor of po.t­
retira..nt health banefie. covered by FAS 106. For firu that do not
offer po.t-retire..ne health benafit., Di - 1. For fira. that offer
such benefits, Di > 1. COlIPatit1ve firu choo.a Ni and Ki to 1I&X1JIiza

(A17) PiAiN1P1K11-Pl - wD1Ni - rK1 1 - 1•...••

The fir.t-order conditio~ for labor and capital are

(A18) P1PiYiINi - vOi

(A19) (1-Pi)P1Yi !Ki - r

i - 1 .... ,.

i - 1 •... t.
Given the no.inal va.e v and the FAS 106 factor Dit (Al8) dateraine. the
..ount of labor deaanded in .ector i; liven tha rental price of
capital, (AU) detaraine. tha aaount of capital daaanded in .actor 1.

III. Market Equilibriua

Equilibr1ua in tha factor aarket. require. that the a..resate amount of
labor deaanded aqual the .upply of labor and the allrelata amount of
capital deaanded equal the .upply of capital:

(AlO) 1:1 Ni - N*

(All) l:tKt - K*

Tha .-uIlt of IIOney
cona~r.

(A22) M - K*

daaanded equal. the ..ount initially held by

The aaount of good i produced .... t equal the uount of lood i daa.mded,
.0 that uaiftl (~l2) ve obtain

(A23)

- S6 -
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Appendix C-4

The noainal value of production ~t equal the no.inal value of total
factor pa,..nt•. includinc the (pre.ent value of the) COlt of pOlt­
retir...nt health benefit.,

The no.inal value of total resourcel available to the household, I ....equal. the init1al holdinl of aoney K plus capieal inco.e rK*. wale
inco... wtiN

i
, and, the pre.ent value of post ret1re..nt health benefit•

• - vti(Di - )Ni .0 chat

(A2S) I

The .olution to the aodel cOMbes of the equ111br1ua condit1oM (1.20) ­
(A2S). the production fUDCtioM (AU) I the hoor de-.nd equat10M (AU).
che capital deaand equatioM (Al9). and the def1nit1on of the price
index (A4).
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Appendix C· 5

Part II: Calibration of the ~dal

The ~dal i. calibraeed .0 Chat in the ab.eftce of FAS 106 it yiel41 an
allocaeion of labor acro•••eceor. that aatche. the aceual allocaeion of
labor acro•••ector.. It i. al.o calibrated .uch ehat in the ab.ence of
FAS 106. all noainal price. are equal to Ofta.

Input. to the calibration procedure:

"I the eluticl1:y of labor IU1'ply

" the eluticl1:y of .ub.tleution beateen the c~eion of any ato
100c:la

., I the .hare of noalnal expeftclit:ure devoted to produced IOocia

No*' the inlelal total .-oune of labor to be allocaeed acro•••eceor.

It*. the fixed eocal .-Dunt of capical to be allocaeed acro•••eceor.

'i' the .hare of labor 1n eocal co.t In .eceor 1

ei' the FAS 106 co.t faceor In .eceor i (equal to 1 in the ab.ence of
I'U 106)

.Nl • N1/N*. dbe fraceion of labor .-ployed In .eceor 1

In the initial calIbration, all noalnal prlce. are .et equal eo one

(11) Pi - 1,

(12) P - 1

i - 1•... ,.

The .-ouDt of labor in1elally u.ed In each .eceor foll~. dlrecely fre.
ene fraceion of dbe labor fOlce .-ployed in .eceor i •• l' and ene tocal
.-ount of labor .-ployed, No

3 N *(I) N1 - • 1 .0 i - 1, ... ,.

Defs.- •Y1 • 'iY11%1P1Y1 to be ene lhare of .eceor 1'. ouepue P1Y1 1n
eoeal CNcpue 2:1P1Yi · TIlen u.ina ene labor deaancl :quaeion (Ala) azul 1:he
face 1:hae dbe Coca .-ount of labor ellployed 11 .0 ' It can be .hOW'll
tbae

(14) 1 - 1, ... ,.

l1a1na dbe ca,1eal daund e~e1on (Al9) and the fact tbae 1:he toeal
.-Dune of ca,1ea1 u.ed 11 It , 1t can be Ihown tbae

(15) 1 - 1, ... ,.

Noraallze Al - 1 10 ehae the productlon funcelon 1n dbe f1r.e .ector 1.

______________.-.5.8.- ~__--



Appendix C-6

U.inc Y1 fro. (16), the no.inal wac. and the no.inal rental pric. of
capital can be detarainad froa the first-order conditions (A18) and
(A19) for seceor 1 eo obeain

(17) v - P1Y1Pl!(D1Nl)

(18) r - (1-Pl)Y1P11K1

Nov calculaea v in ehe labor supply curve (eq. AtS) as

(19) v - No*(P!V)~

To calibrate A1 , i - 2, ... ,a, .ub.eituta tha production funceion (A16)
into ehe fir.e-order condition for labor (All) and .et Pi - 1 (aq. 11)
to obtain

i - 2, ... ,a

Nov .at all prica. aqual to 1 in tha aquilibriua condition (Al3) , and
use (Al2) eo obtain

S~inc (Ill) over all i va obtain

(112)

Nov ob.erve ehat vieh P - Pi - 1 for all i, equation (A4) 18plie. ehae

(113) t i Q 1' - 1

Sub.t1eutinc (113) into (112) and rearrancinc yialda

(114) M* - ((l-~)/~) ttY1

Fi~ly, .ubat1tutinc (114) into (Ill) and recal11nc that when Pi - P ­
1, a 1 • Yi l1:Yi , ve obtain

(115) Qi' - .Yi 1 - 1, ... ,a.
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UNITED STATES
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Analysis of Impact of

SFAS 106 Costs on GNP-PI

Supplemental Report:

Responses to Objections Raised

Regarding Original Study



ImOPOCTIOIf

Earlier thi. year, Godwi~ .ubaitted a report to the United State. Tel.phone

Association (USTA) analyzing the imp.ct of SFAS 106 on the GNp· PI , .nd, in

p.rticular, the extent to which the GNP-PI will refl.ct the incr•••• in costs

experi.nc.d by the Price Cap LEC. •• • re.ult of .dopting the new accounting

.tandard. Thi. r.port wea placed on che record wich the FCC in lell Atlantic's

T.riff Trana.ittal filed on February 28, 1992 (Trana.ittal No. 497) and wa. also

included in U. S. We.t'. Tariff Trana.ittal fUed on April 3, 1992 (Trans.ittal No.

246).

In their fiUng. with the FCC, several organizationa took exception to the

findlnl' of that report. In particular, AT&T, KCl and the Ad Hoc

Teleco-.unicationa U.er. Co_ittee r.bed .everal objectiona with regard to

varioua a.pects of the .tudy. The USTA ha. a.ked Godwina to provide a detailed

responae to .ach of tho.e objectiona.

The purpo.. of thb Supple.ntal aeport 11 to provide the USTA with those

responae.. We have org.nized our re.ponae. into three .ectiona, corr••ponding

to the three different type. of objectiona r.i.ed.

Whil. the objectiona r.ised were nu.eroua, thi...teri.l will deaonstr.te that

none of the objectiona raised should cauae the C~ission to have any doubts

regarding the .oundne•• of the .tudy, or the validity of the results.

ae.pectfully Sub.itted,

Peter J. Neuwirth, F.S.A., K.A.A.A.

Andrew I. Abel, Ph.D.
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SICTION !

PSlODI TO 0IJECTIONS UGAIJ)Il!<i O'llMJ J STUDt

A. D.finieign of DOV)l. Coune

Th.r. v.r. evo obj.ctions rais.d vith r ••p.ct to th. aann.r in which v. d.fined

the pot.ntial sourc.. of double counting and wh.t sort of analy.i. vould be

requirtd to el1.J1lin.t. any double counting in det.raining the portiOll of the. LECs'

SFAS 106 costs that should qualify for exogenous tr••e.ent.

ATiT Copt'Dtioa .
(Pag.s 6 and 7)

,a.poo.. -

~Th. LEC'. h.v. f.il.d to de80natrat. that the Co..illion's
third crit.ria il ..t. To the contrary, th. LEC.' r.que.tl for
.xog.noua tr.atalnt app••r to r.fl.ct c.rt.1n OPEl co.ta that
vill b. r.fl.ct.d in th. GNP·PI '" Tb. doubl. count occur.
b.c.us. (i) eh. GNP· PI cOllpon.nt of the PCI will incr.... ..
all fira. with OPEl li.biliel•• r.fl.ct tho•• co.t. throuah
hlgh.r priC'I, and (11) the SFAS 106 ,ccruAl calcul.tion
includes the pr.s.nt v.lu. of futur. infl.tion. If th. SFAS
106 .ccruAl is .fforded .xog.nous tr.atlllnt. the allQunt of ch.
,ccruAl will b. lncrt•••d .utoutic.lly in future p.riocb due
to Irovth in inflation .xpr••••d by the GNP-PI cOllponent of
PCI .** nt.r.fort I if inflation 1a included in both the
.xog.nous cost cOllpon.nt and GNP-PI, an LEC vould b.
cOIlp.na.t.d twic.. Although the LEC. rtcosniz. thh probl'II,
no c.rri.r ha. Mt ita burden of .howing that it h••
• ff.ctiv.ly r.80v.d thil double count.·

AT&T'. de.cription of what it cOMidtra the sourc. of

pot.nti.l double counting in the LlC.' r.queat for .xog.nous

treac.ent for incr••••d co.ta due to SFAS 106 da8onatr.t.s

lOile confusion •• to both the double count proble••nd the

Godwina R.port. E•••nti.lly AT&T IUII••tl th.t double

countina ..y .ri•• fro. two ••par.t. sourc.I:

(1) Incr..... in the PCI due to incr..... 1n the GNP- PI

caus.d by ·fir-. with OPU Uabil1t1.1 refl.ct(lng) tho..

CO.tl throulh high.r pric••. •

_____________________________ ,,-Ci«JwtN.~ Il-i+'-'" "



(2) Auto.atic incre.... in the ,xol.nou.s1y treat.d portion of

SFAS 106 .ccrual ~du. to Irovth in inflation expressed by

the GNP·PI co~onent of PCl."

Th. first source of potenti.l double count, while • v.lid

conc.rn, b prec1st1y the f.ctor that the Godvins Report

directly .nd thoroulhly .delre••••. Th. fint par.sr.ph of p.,.

1 of th. Godvins R.port .xplicitly .t.t•• thb u the priJlary

obj.ctiv. of the .tudy. ~ vill b••••n in cha r ••pons•• to

.p.cific critic i ... of the Godvina R.port, no r ••pondent h••

r.h.d .ny iuu. which, upon .crutiny, cue. doubt on .ny of

the b•• ic findin,. of the .tudy. Th.r.for., the C~i••ion

.hould accept the R.port'. concluaiona that (.) this .ourc. of

double count account. for 0.7. of the incr.... in co.ta

attribut.bl. to SFAS 106, (b) anoth.r 14.5. of the incr••••

vill b. r.cov.r.d throu&h • r.duction in the national v.C'

r.t., and (c) the r...inins 84.8' of .uch incr.... in co.ts

vill r...in unr'cov.r.d unl••••xoC.noua tr••tJHnt 11 Ir.nted

on this aaount.

Th•••cond .11'C.d .ourc. of double countins .t.ply do••n't

exi.t, and i. the r ••ult of confuaion ov.r .xactly what the

L.EC••r. r.qua.tinS. Whil. it 18 true th.t the SFAS 106

exp.na. c.lcul.tion include. the pr•••nt v.lua of future

infl.tion, .nd that the .xp.na. c.lcul.ted under SFAS 106 c.n

b••xp.ct.d to incr••••••ch y••r .•t .~thiftl clo•• to the

r.t. of infl.tion, SFAS 106 'IR'DI' i. not what the LEC. are

rlque.tina ,J,9YMUI tre.tRlpt 9p. It 18 the ipsre••• in

.xp.na. cl\W to the SFAS 106 ICC9U1ltiina sh.ny that .hould b.

afforded .xoC.nous tre.tatnt. Thta 11 .n .b.olut.ly critic.l

di.tinction which is .is.,d by AT&T. R.tir,...dic.l pl.ns

v.r. spon.or,d by fir-s b.for. and .ft.r SFAS 106 va. i ••u.d.

It i. only the account inc for tho•• plana that h•• chang.d,

and it is th.incr•••• in co.ts •••oci.t.d vith thll ch.nl' in

.ccountinl th.t ~t b. ev.luat.d.
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MCI CopteptS,qg ­
(Page 30)

' ..pon.. -

-If on. were to includ. SFAS 106 cOltl through exogenou.
tr.atment, the revenu.s re.ulting fro. the incr•••• in the
pric. c.p ind.x to .ccount fO'r th... COlts would also
incre••• e.ch y••r by the GNP-PI, a••dju.ted for the
productivity f.ctor. Th. prob1e. is that SFAS 106 cOlts
have a1re.dy b.en .dju.t.d for future infl.tion ... Th.refore,
the imp.ct of ..dic.l c.r. co.t inf1.tion h.s .1r••dy been
counted. ~ .uch the .-aunt off.r.d by the LEC'. h•• been
infl.t.d to refl.ct future ..dic.l co.t•. To include these
co.t••s.in within the price cap for.ul. throuah .xosenou.
tr••tJMnt, and tre.t th•• by the full .-Dunt of GNP-PI which
ha. ..dic.l infl.tion eab.dded .. w.ll 11 untaaount to
double countins the ..dic.l c.r. infl.tion r.t•. -

Thi. cont.ntion i. virtually identic.l to the ••cond

-.ourc.- of double count ins outlin.d by AT&T on p.S. 7 of

itl filinS with the Co_balon. RAth.r th.n rep••t our

r ••pons. to that contention, w. would just point out that,

11k. AT&T. MCI s.... to have fan.d to sr••p the point that

the LEe••r. not ••kinl for exol.nous tr••tJMnt on the SFAS

106 exp.ns•. rath.r th.y .r•••kinl for exolenous tr••c..nt

on that portion of the {psr.... 1n .P.ns. due to the

aandated .ccount1nl chana.. which will not .lre.dy b.

refl.cted in GNP-PI incr..... sfUI.d by th.t .csOuntin,

chAn'"
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B. Ayol4anc' of Doubl. Coynt

Two respond.nt. sugg•• t.d ·b.tter· w.ys of det.rmining th. extent of th. double

count problell, and th.r.for. ·b.tt.r· w.y. of d.t.rmining th. appropriate portion

of SFAS 106 costs th.t should qualify for exogenou. tr••tlIent .

Atit Cqp;.ntiqg .
(pp. 13 - 14)

"'poD.. -

•... .Th. Co..ission should r.quir. the LEe's to us••n
.It.rnativ. that i. both. st.pl.r and lIOr. r.liabl. lIe.ns
for corr.cting the doubl. count. AT&T .ulI.stl th.t the
.ppropri.t. INthod for rellOvina the double count b.tv.en the
SFAS 106 .ccrual .nd th. GNP-PI t.m in th. price c.p
fo~l. is to r.lIOv. th. t.p.ct of .xp.ct.d chang.I in GNP­
PI fro. th. SFAS 106 .ccrual. '11lb c.n b. accollplilh.d in
••tr.ightforw.rd II&nn.r by r.quiring the LEC' I to .ubtract
th••xp.ct.d r.t. of chanl' of GNP-PI fro. the h••lth c.r.
infl.tion coapon.nt in the SFAS 106 .ccrual. Th. Co..halon
Ihould Ip.cify the chanl'. in GNP-PI ov.r the SPAS 106
for.c•• t p.riod. Curr.nt ••t~t•• i. (sic) that GNP-PI
vill incr•••••pproxiaat.ly 4' ov.r the long t.ra.-

That AT&T should IUII•• t .uch .n Ulogic.l .nd .rron.ou.

-.olution- to the double count probl•• i. indic.tiv. of a

f.Uur. to uncMrat.nd the true .ourc. of .ny potential

double counting. AI dhcus••d ••rlier, pot.ntial double

counting i. not r.l.t.d to the f.ct that SFAS 106 co.t••re

c.lcul.ted by di.counting future INdic.l infl.tion b.ck to

the pr•••nt. As discus••d on p.g. 2 of this II&terial,

double counting will only .rb. to th. extent th.t the

iner••••d co.t. cOllpani•• viII b••r. • •• r ••ult of the

cbana' in .ccounting ..thod r.quir.d by SFAS 106, will .lso

c.ua. an incr•••• in GNP-PI.

The f.ct thAt the AT&T - .olution- do•• not .ddr••• the tN'

lourC. of pot.nti.l double counting i. illustr.t.d in th.

followinl '1UUIpl., wh.rt the AT&T .olution 11 Ihown to

product an idanc1cal .xol.nous .djustJItnt in tvo f.ctUAlly

diff.r.nt circuast.nc.I. wh.rt 10lic vould cUct.t. diff.rent

.xog.nous .djustlltnts b••ppli.d.
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In the second footnote on page 13 of its filing, AT&T

e.ti.-t.. that tt. "solution" of allowing exogenous

treatmant for SFAS 106 accruals, calculated using a medical

tr.nd rate 4' lower than the actual rate used by the LECs

for their financial stat••enta, .ight result in

approxi..t.ly 55' of a given LEC's actual SFAS 106 accrual

being afforded exogenous tr.at:aent. Nov l.t us consider two

hypoth.tical sc.narios:

(1) Ev.ry U. S. £11'11, LlC. and non- LlC. alik., have

identical de80graphic aak.up. and provide identical

r.tir.. ..dical benefit.. Thua, in thi. ca•• ,

pr••uaably .v.ry U.S. fira would .xperi.nc. the ....

incr•••• in labor co.ta due to SrAS 106. In .ddition,

under this sc.nario, it i••••~d th.t all labor co.t

incr..... • ••ociat.d with SrAS 106 are c~l.t.ly

refl.cud in the GNP- PI, .. co~anie. rais. their

pric•• to r.cov.r tho•• co.t•.

(2) The LlC••r. the m1lx £11'11.8 subject to srAS 106, and/or

the .dditional co.ts due to the .doption of SFAS 106

co.t. ar. n.v.r r.fl.ct.d in the GNP-PI.

In the fir.t sc.nario, it is obvious that the incre.s.d

labor co.ts due to SrAS 106 experienced by the LEC. would be

fully and co~letely reflected in the GNP-PI (the Godwins

..port, of course, de80Mtrate. that this hypothetical

.ituation doe. not exht), and thua no exogenoua adjusc.ent

would be required. In fact, in thll hypothetical .cenario,

provid1nl any exosenoua adjuatlNnt would re.ult in a

cOllplete double count. Yet in thll circ\mStance, the AT&T

.~~roach of allowing r.covery of SFAS 106 co.t., calculated

usins a lower trend rate (_dical inflation .1nus 4\),

would, a. noted above, re.ult ln .llowins exogenous

treac.ent on 55' of SFAS 106 .ccrual•.

-5-
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leI Cop.1i'R1ilqp ­
(Pag. 31)

'.spon.. -

Conv.rse 1y , under the s.cond sc.nario, the LEes should

rec.iv. an exogenous adjustment equal to 100' of their

incr.ased co.ts due to SFAS 106, b.cause the double count

probl•••i.p1y wouldn't exist. y.t in this circ~tance as

w.ll, the AT&T approach would allow an exog.nous adjusts.nt

for the .... 55, of SFAS 106 accrual. a. b.for.. This is

cl.arly an illogical r ••ult.

One can th.refore ••• that AT&T'. aUII.at.d approach to the

doub1. count do.. not acklr... the .p.cific factora that

aff.ct the Ixt.nt of double count, i .•. :

Diff.renc•• in plans bltweln the LlCs and non-LEC.

Diff.renc.s b.twl.n the LEe. and non-LEC. which will live

rial to difflrent SFAS 106 co.ta (I .g.. dellOgraphic

diff.renc.. ) .

Proportion of incre...d agr.gate labor co.ta due to SFAS

106, that in fact i. r.fl.ct.d in GNP-PI.

Aa not.d, it is pr.ci••ly th••• critical factors detailed

above that ar••ddr••••d e~l.t.ly and co.prehensiv.ly in

the Godvins R.port.

-If the Ca.aia.ion do•• decide to afford th••• LIC••xog.nous
tr.ac.ent for SFAS 106 eo.ts, thi. double countina .ust be
,llainat.d. 'nth can b. acc~U.h.cl .ith.r throuah the
r..,.al of ..dical car. inflation frca the GNP-PI or through
the r.lIOval of _dical ear. inflation froa the SFAS 106
accrual•. -

Whil. this -solution- diff.rs Ililhtly froaAT&T's .uII.st.d

-,olution- (paa.a 13-14 of ita filina) in that Mel focus.s

on th. _dical car. inflation ca.poftlnt of GNP-PI,

conc.ptually it is v.ry saUar, and .uff.rs froa the ....

-6-
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fundaJlental flaws as the AT&T suggestion. M with AT&T. the

KCI sugestion simply doesn't addres. the sourc. of any

potential double count. The double count do.s not ari.e

fro. the discount of future inflation, but 2DlI fro. the

differential imp.ct of SFAS 106 on the LEC. relative to

oeh.r., .nd the extent to which ch. pric. c.p index will

.lloweh. LEC. to recov.r .0.. of cho•••dditional costs, a.

ch...cro.cono.ic eff.ce. of ch. introduction of SFAS 106

ar. r.fl.cted in the econo~ ••• whol.. ~ with the AT&T

.olueion, che KCI .olution procJw:.. che .... .xol.nous

adjus t:aent, wh.ther in re.lity there is no double countinl

(no non-LEC £ira incurs SFAS 106 co.ts) , or cOllPlet. double

countinl (all firas, includinl LlC., .xp.ri.nc. ideneical

incr••••• in cost. due to SFAS 106, and the GNP-PI fully

refl.cts tho.e increa..d co.ta). This is cle.rly an

i1lolical r.sult.
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SICTIOR II

IIsPOBSI TO OJJECTIONS IIGAlRIMG ActvAlIAL AKALTSIS

A. lIeehoslololY

There were three objectio~ r.ised with respect to th. b.sic ••thodology eaployed

in the .ceuarl.l .nalysis undert.k.n by Godvl~.

At'T COD~.D~lOD .
(pp. 11 -12)

' ..ponse .

• th. stwSy 18 fl.v.d b.c.ua. th. lov.r-r-ent s.ctor is
not Included. Althoush srAS 106 slo•• not .ff.ct the
.ccountinl pr.ctic•• of th. lov.~nt, Irowth in r.tire..nt
h••lth c.r. co.ts for the sov.~nt s.ctor of the .cono~

vill.ff.ct the srovth in GNP-PI b.c.ua. GNP·PI includes
lov.r-.nt SFAS 106 • like OPD .sp.tW.... If OPD- r.lat.d
.xp.tW.s of the sov.~nt v.r. included in the analy••• ,
th. GNP·PI would b. hish.r, and thi. vould h.v. th••ff.ct
of reducins the -.ount of th. LIe'. SFAS 106 .xp.a.
pot.nti.lly elisibl. for exos.nous r.covery.·

AT&T's contention that th. excluaion of the sovernaent

.ector fro. the analy.is r ••ult. in an overst.t.Mnt of the

-.ount of the LEe.' SFAS 106 .xp.tW. eligible for exosenous

tr••e.ent 1s coapl.tely inv.lid, b.c.use 1t is b••ed on •

• b.t.te.-nt of f.ct. Th••t.t.Mnt th.t ·th. GNP·PI

include. sov.rn.ent SPAS 106·1ika OPEl .xpen..· is lipmly

npDI. Gov.m.ent .ntiti...r. not .ubj.ct to SFAS 106, nor

.r. th.y required by th. Gov.rn8ent Accountins St.nd.ards

Board (GASI) to .ccount for r.tir•• Mdic.l b.nefit. on

~lna oth.r than • ·p.y-u·you·so· buis. It IIWIt be

..,hasiz.d that the critic.l i ••ue i. Dak wh.t effect vill

the incr•••• in th. ·p.y· •• ·you·So· co.t. of r.tire. Mdic.l

plana have on GNP·PI. (Th. G!f!·PI vill incr•••• due to

incr••••• in ·p.y· •• ·you·so· co.t., r'l.rdl••• of wh.ther

SrAS 106 .v.r b.co....ff.ctiv•. ) 1l&th.r. the critic.l

que.tion i. what eff.ct vill th.r. b. on GNP· PI , due to the

r.quir...nt that privat•••ctpr ''Plpy.r. £ben,. tbI yay in

WiSb tbty .SsoUAt for retirt. _4iS.1 plfM. M AT&T
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leI COIluDt ion .
(Page 26)

' ..pon.. -

its.lf concedes. government sector e~loyers are not

r.quired to ch.ng. th.ir accounting for retire. ...dical

plana, and therefore the f.ct th.t many gov.rnmental

entiti.s sponsor such pla~ is not relevant to the analysis.

Aa a result, the Godwi~ Report conaidered the gov.rnment

s.ctor (s•• pal. 21 of the study), and correctly excluded it

fro. the cov.red population for the c.lcul.eion of the

iner•••• in labor COltl exp.rienced by fima lubject to SFAS

106.

-Th. USTA .twIy ua•• data fro. only OM inaur.nce cOIlp.ny to
.rriv. at the COlt of ..dic.l cla188 for the c.lcul.tion of
the nationwide Ben.fit lAv.l Indic.tor.-

Th. inf.rr.d int.nt of eh. Mel co...nt is to suga•• t that

Godwina ua.d -data fro. only on. inaur.nc. coap.ny- to COM

Ul» vith p.r c.pie. cl.i. co.U, which v.r. th.n ua.d to

derive .ar.S.t. SFAS 106 COIU for the U. S... a whole.

Mel h.1 cl••rly f.il.d to .ppr.ci.t. the validity of the

dat., and the 11..i t.d ua. to which the 1nauranc. coapany

clai.. data vas put. In particular,

(1) The inauranc. cOIlp.ny uaed 1a, by any ....ur., on. of

the five larS.lt Uf. and Health inauranc. c.rri.rs in

the Unit.d St.t••.

(2) The data coll.ct.d v•• for crOI...dical clafel, not

aaounts r.iaburs.d by cOllpany plana.

(3) The data va••uffici.ntly ext.naiv. to .naur. ehat no

.tati.tic.l fluctuationa (i .•.• saaplinl .rror.) vould

..t.rially aff.ce the r ••ult•.

-------------~~
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Ad loc Capteptlap .
(ErI)

(Pase 21)

'eapemae -

(4) The cUel WI' used eo fom I frequ.ncy Ind &IIOunt

di.tribution. ASlinst which actUAl plan provision. of

the LEe. and th. cO~lnies in the Godwins cUtabl" w.re

appli.d, to .valuat. the r.lativ. ben.fit lev.l. of th.

TELCO plan. co~ared to tho.e provid.d by other

• .-ploy.rs .

(5) Chans.. in the underlyinS dIatrlbutlaQ8 deriv.d fro.

the iMuranc. co~any cUta would ~ have had any

.icnificant .ff.cta on the ultiaate re.ult. Thia i.

b.caua. the key re.ultl of the Godwina study vere

related to the~ of the GNP-BLI to TELCO-BLI, and

~ to the ab.olut. value of eith.r.

-Finally, the Godwina 'eport ienorea the usu.l uncertainty
t~t is associatad with survey r.lults ""asur.d by calculated
standard .rror.. All w. d1lcuaa.d, Godwina utiliz.d data
froa a .urvey of 830 ellployera who .ponaor poat-retir...nt
plana and 170 .~10y.ra who do not. It is a v.ll acc.pt.d
fact that data fro. aurv.ya Ire aubj.ct to unc.rtainty which
11 uaually ..aaured by the atanclard error.· How.ver, th.a.
atandard .rrora ar. nev.r taken into account in the
calculation of the Benefit Ltv.l Indicatora (BLla). Thua
the data ahown in the table on pa,. 28 of the GociviM '.port
...u.e. that the standard deviation 11 zero. Th1l 11
obvioualy incorr.ct. Further.ore, th.r. is no infor1l&tion
.. to the variance or the atandard deviation of the s.-ple
dati .0 that the aenaitivity of the reaulta can be analyz.d.
Cc.binedvith the fatal .rror. diacuaaed above, thi, ahow.
a r.port which VII de.ien.d to co.. to a particular
conclualon favorable to the LEC'a,-

the -standard .rror- for the calculation of the av.ral'

Benefit Ltv.l Indicatora VII not shown' becaua. in this

cu., the .ffect of the -standard .rror- vaa dte..d to be

Ad Hoc 21 of Godwiu 1tAport. W. _ .... tbey IN "dim.. to «be tIble
*'-a c.a 16 of IiDce tben is DO .... DOl' .y cilia IpPIII'iq c.a pqw 21 of the
00dwiDa Report.
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1...ter1al. Th. reason 1t 1. 1maater1al is that the Godw1ns

data 1s not a ·surv.y· 1n the trad1tional s.ns. of the word

(1 .•. , a .aall sample froa a l.rge un1verse); rather, it is

a data base coaprising coapanies th.t eaploy approxiAltely

one-balf of all ••lay"s wba wark far callDanilS tbat

pravid. Dost-r.;ir•.,n; .,dic.l b.n.fi;,.

Hov.v.r, in the int.r•• t of cG8pl.t.n•••• v. haY' includ.d

in App.ndix A th. c.lcul.tion of the varianc. and atandard

devi.tion, which ar. inh.r.nt in the calcul.tion of the

av.r.,. ILl. ua.d in th. l.port. A8 can b. a••n froa th•

• xhibit., th. atandard deviation for the .v.r.,. pr.-65 aLI

i•. 015, whil. th. standard devi.tion for th. poat-65 aLI is

• ..rt .008. Had the .v.r.,. ILIa b••n on. standard

devi.tion bi&h.r than th. v.lue••ctually ua.d for~ th.

pr.-65 .nd the poat-65 ILl. the r.l.tiv. L.pact of SrAS 106

on GNP co~.r.d to TELCO would have iner••••d fro. 28.3\ to

29.1\. Giv.n that the ••naitivity analy.i. of th. overall

rt.ult util1z.d • rana' for thb v.lue of 17.8' to 44.5\, it

b quiet cl.ar that the .ff.ct of th. ·standard .rror·

r.f.rr.d to by ETl 1. ~t.rial.
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I. 'eNriA1 y.uwptlqp.

There va. ona objection rai.ed relardinl the rea.onablene•• of the a••u.ptions

utilized in determinina the ratio of GNP-ILI to TELCO-ILI.

leI Cqptept lqp ­
(Pale 28)

FN 35

".pon.e -

-Wlthin the USTA .eudy, ln it. flawed atte~t to e.tiaate
relatlve beDeflt ratio lev.1. , the c0D8ultant utilize.
eurnover rate. that are ..rudly 10tNr thaD the averale
eurnover rat.. Thi. re.ult. In lnflat.d ••ct.ate. of the
OPD liabillty. Liu ••t of eM u'WlptloDa u.d by USTA,
the arOUDda for thit are \Ift8\19POrted. US'l'A r-.ru that it
cbo.. chl. e.tiaate becau. of the hl.torical patterna of
lOftIer ••rvtce 11fe aDd hllher avera.e a.. for TELCO
..,loy.e. verau other e.,loye... 1JDfortunately, the .tw:ly
doe. not iDCllcate what tiM fr_ wu ua.d for thit
cOllPariton, or vbether the experi.nc. of the lut f.. year.,
with the larle ..unt of dovnalz1na .xhibited by the TELCO
firaa, haa b.en included.-

'l'bere app.ar to be two contentioDa ..de ln lteI'. c~nt.

rlr.t, that the Goclvina .tudy did DOt ua. the - averase

turftOv.r rate - for TILCO aDd ••ccmd, that even lf the

avera.e rate, baaed on -hl.torical patt.rna of loftier

••tvlc. 11fe aDd hlab.r avera.e a.e- vere uaed, .uch

eurnov.r rate. would .till b. too low becaute of -th. larle

aIIOunt of dovna1z1ns exhibited by the TELCO firaa.-

With r ••pect to the firat contentlon, the turnov.r rate.

ued for TILCO (T-2) ... the avera.e of the rate. ued by

Cbe LIe. in their ••t rec.nt actuarial .eudle. (,'Derally

1990 or 1991). With r ••p.ct to the ••cond cont.ntlon,

dowuizina throu&b Early aetir••nt pro.r....hould not have

Jill s..pact on u.~d turnover rate. b.caute .uch turnoVer

rat•• ar. only utiliz.d for projectiftl future pr.-retlr",nt

withclravab. Thit .hould b. obvioua .inc. an indlv1c1u&l 11

DO 10ftl.r .ubj.ct to the turnoV.r rate. once that individual

becOM. eli.ible for r.tire.nt.

Furth.r, Itel ..... to have aitint.rpretad the .tat..nt ..de
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